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Foreign Private Capital 
Why Incentives? 

K Mathew Kurian 

What are the prospects of the rate of inflow of foreign private capital into India being stepped up by offering 
suitable incentives? 

Not very bright. 
This conclusion is inescapable if we carefully consider the movement of foreign private capital into and out 

of India during the last decade. 
The Governments policy of giving incentives to foreign private capital has any meaning only in terms of its 

repercussions on the availability of public capital from abroad. In effect, incentives to private capital are necessary 
to ensure the inflow of public funds from foreign Governments and international institutions which represent the 
the interests of private enterprise. 

IN current discussions, following 
the Planning Commission's M i d 

term Appraisal of the Thi rd Plan, an 
open door policy towards private for
eign investments has been suggested 
by many as the answer to the prob
lem of external resources. This paper 
attempts to examine the validity of 
this argument. 

Any attempt to make reasonable 
predictions about future prospects of 
private foreign capital inflow and the 
likely effects of Government policy 
changes on the volume of such in
flow must be based on a study of the 
trends in capital flows during the 
past decade. Even though the various 
Reserve Bank of India studies on the 
subject do not cover many important 
aspects of private foreign investments, 
no one can complain about paucity of 
data in arriving at fairly valid projec
tions about the future. 

Inflation of Book Values ... 

It is a commonplace that the in
creases in the book-value of foreign 
investments in India — a substantial 
increase from Rs 255.8 crores at the 
end of June 1948 to Rs 566.4 crores 
at the end of 1960 — do not correctly 
represent the net movement of foreign 
capital into India. This is partly ac
counted for by valuation changes 
According to the Reserve Bank's es
timates, the total changes in valuation 
of assets during 1948-53 came to 
about Rs 15 crores. For the period 
1954 and 1955, the original estimate 
of the Reserve Bank placed it at Rs 
22 crores. Out of this, the major por
t ion amounting to Rs 20 crores was in 
respect of tea plantations. Foreign 
investments in other sectors were 
wri t ten up through revaluation only 
to a small extent of Rs 2 crores. In 
the subsequent studies, however, the 

Reserve Bank has revised these fi
gures. According to the revised esti
mates, during 1954 and 1955 total 
revaluation is taken to have been of 
the order of Rs 32 crores. In 1958 
and 1960 the total revaluation in the 
private foreign sector was only Rs 2 
crores and Rs 1.6 crores respectively. 

Revaluation of fixed assets is usual
ly resorted to only if the current re
placement value of the assets varies-
significantly from their book value. 
Ordinarily, such a significant varia
tion between replacement values and 
book values of the fixed assets occurs 
only at fairly long intervals. It 
seems, however, that the primary 
compulsion for revaluation in the 
foreign sector has been the desire of 
the foreign investors to inflate the 
book values so that they may earn a 
larger value when they sell out to 
Indian hands or claim higher com
pensation in the event of future na
tionalization. This presumption is 
strengthened by the fact that revalu
ation was done on a large scale in 
plantations where the foreign inves
tors have, for a long time, shown a 
tendency to sell out their interests 
whenever attractive prices are offered. 

After making the necessary adjust
ments for valuation changes during 
1948-53 and during 1954 and 1955, 
the net inflow of foreign capital into 
India during 1948-60 has been as fol
lows: 

Sources: Reserve Bank of India Bul
letin, June 1959, p 660; 
May 1961, p 676; October 
1962, p 1532. 

The net inflow of private capital 
during 1948-60 showed a continuously 
changing pattern. Capital inflow (net) 
during 1948-53 was at an average 
rate of Rs 22 crores per annum. It 
declined to Rs 14.9 crores in 1954 and 
1955. In 1956 it touched Rs 24.9 
crores. The subsequent period, how
ever, showed a definite decline, fol
lowed by a notable recovery. Taking 
the entire period 1948-60, we get an 
average rate of inflow of foreign capi
tal of the order of Rs 20.8 crores per 
annum. 

Ploughed-back Profits 

The figures for net capital inflow 
from abroad, as shown in the table 
above, do not represent the net ad
di t ion to foreign exchange resources 
from private foreign investors. Only 
a portion of this "capital inflow" ac
tually represents the inward cash 
movements from abroad. A signifi
cantly large percentage of the capital 
inflow is made up of ploughed-back 
profits in the foreign companies in 
India and of investments in k ind . If 
we study the pattern of private capi
tal inflow into India, i t w i l l be seen 
that there are three forms in which 
private foreign capital is accumulated 
in enterprises in India. These are: (i) 
inward cash transfers, ( i i ) investments 
in k i n d ; and, ( i i i ) re-investments of 
profits. 

The Reserve Bank studies show 
that during July 1948 to December 
1953 there was an average annual net 
outflow of funds amounting to Rs 3.1 
crores. During the same period, re
patriation of foreign capital was of 
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(Rs Crores) 
July 1948 to December 1953 

(annual average) 22.0 
1954 and 1955 (annual average) 14.9 
1956 24.9 
1957 17.8 
1958 2,4 
1959 11.0 
1960 53.3 
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the order of Rs 50 crores or an an
nual rate of Rs 9.1 crores. The 
gross inflow of foreign funds during 
1948-53 was, therefore, Rs 6 crores 
per annum. During 1954 and 1955, 
about Rs 10 crores of foreign capital 
was repatriated from India (excluding 
transfers abroad of accumulated pro
fits).1 It is important to note that 
since 1956 transfer abroad of accu
mulated profits is treated by the Re
serve Bank of India as capital repa
tr iat ion. Such remittances of accumu
lated p r o f i t s d u r i n g 1954-55, 
according to the Reserve Bank, came 
to Rs 22 crores. It is, therefore, ap
propriate to include this in gross 
capital transfers, thus making a grand 
total for 1954 and 1955 of Rs 32 
crores or Rs 16 crores per year on 
the average." Against this amount 
of outward cash transfers, inward 
cash transfers for investment purposes 
took place only to the extent of Rs 5 
crores or Rs 1.5 crores annually. Thus, 
there was a net outflow of funds to 
the tune of Rs 29 crores during 1954 
and 1955 or Rs 14.5 crores annually. 

The net outflow of funds amounted 
to Rs 3.2 crores in 1956 and 1957. By 
far the most significant outflow of 
funds took place in 1958. The gross 
outf low of Rs 24.4 crores was only 
partially offset by the inflow of Rs 
4.8 crores, thus creating a net out
flow of funds to the tune of Rs 19.6 
crores. The net outflow of funds in 
1959, amounting to Rs 11.5 crores, 
though smaller than the net outflow 
in 1958, was considerably larger than 
the net outflows during 1948-57. In 

1960. while the gross inflow was 
greater than in the previous years, 
the volume of repatriation was rela
tively low, resulting in a net outflow 
of only Rs 2.9 crores. 

Thus India witnessed the paradox 
of a continuously increasing volume 
of private foreign capital co-existing 
w i th a net outflow of funds every 
year on the private foreign capital 
account. Table I gives a picture of 
the outward and inward movements 
of funds on private foreign capital 
(long-term) account. 

Negative Contribution 

It is clear f rom Table 1 that, in 
terms of foreign exchange resources, 
the contr ibution of private foreign 
investments has been negative. During 
the period 1948-60, against the ave
rage annual gross inflow of funds at 
the rate of Rs 4.7 crores, repatriation 
took place at the rate of Rs 11.7 
crores. Thus, there was a net out
flow of funds on private foreign capi
tal account at an average rate of Rs 
7.2 crores per annum. It means that 
even though private foreign invest
ments in India grew at the rate of Rs 
21.8 crores per annum during the 
period 1948-60, in terms of foreign 
exchange resources there was an ac
tual outflow of Rs 7 crores on the 
average every year.3 

The variations in the volume of 
capital repatriation as seen from 
Table 1 do not really indicate capital 
flight. The comparatively large capital 
outflow during 1948-53 and also during 
1957-59 can be explained by special 

circumstances. No doubt it is possible 
to argue that the capital outflow 
during 1948-53 was affected by :he 
uncertainties created by the polit ical 
changes in 1947. And the actual re
patriation of capital was probably 
much larger than the Rs 50 crores 
during 1948-53 given in the Reserve 
Bank surveys, because their estimates 
for that period treated remittances 
abroad of "accumulated profi ts" as 
transfer of investment income and not 
as capital repatriation. Capital re
patriation in 1957 was largely the 
result of compensation payments to 
life insurance companies. A sum of 
Rs 4.8 crores was paid in the form of 
compensation in 1956 fol lowing the 
nationalisation of these companies. 
Again, the considerably high volume 
of repatriation in 1958 and 1959 was 
particularly due to capital transfers 
from the petroleum industry. Petro
leum alone accounted for Rs 21.9 
crores and Rs 12.9 crores of capital  
repatriation in 1958 and 1959 respec
tively. 4 

The information contained in the 
surveys published by the Reserve 
Bank regarding investments in kind 
upto 1956 are only derived estimates. 
The Reserve Bank made estimates of 
cash transfers (inward and outward) 
and also of net accumulation of pro
fits in the firms. The total of these 
two forms of capital inflow was de
ducted from the estimates of the in
crease in private foreign investments 
corrected for valuation changes. The 
difference was taken to be the volume 
of foreign investments in k ind. From 
1956 onwards the Reserve Bank of 
India has been collecting information 
directly f rom the foreign companies 
concerned about investments in k ind.5 

The growth of private foreign capi
tal has been mainly based on re-in
vestment of profits and investments 
in k ind . Re-investments in the for
eign sector in India took place at an 
average rate of Rs 12.7 crores during 
1948-53. Ploughed-back profits con
stituted a very considerable port ion 
of the total increase in foreign capital 
in 1954 and 1955, accounting for Rs 
23 crores per year on the average. 
About Rs 19.5 crores were ploughed 
back in the foreign enterprises in 
India in 1956. Re-investments in 1957 
and 1958 were lower at the rate of 
Rs 9,5 crores and Rs 9.8 crores res
pectively. The amount was substan
t ial in the fol lowing years, 1959 and 
1960, amounting to Rs 15.3 crores 
and Rs 14.5 crores respectively. Table 

* This excludes transfer abroad of accumulated profits. 

Source: (i) Reserve Bank of India, "Report on the Survey of India's 
Foreign Liabil it ies and Assets as on 31st December, 1955," p. 18. 
(ii) Reserve Bank of India Bulletin, June, 1959, p 660; May, 1961, p 676; 
October, 1962, p 1532. 
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2 gives the pattern of private foreign 
capital inflow in to India during 1948-
60. It is important that the unpreee-
dented increase of Rs 53.3 crores of 
private foreign capital in 1960 was 
largely due to a very substantial in
flow of Rs 41.8 crores of investments 
in k ind . 

Non-cash Investment 

The predominance of non-cash in
vestments in the total gross increase 
in foreign investments in India is, 
probably, one of the less known facts 
about foreign capital in India.6 Such 
non-cash inflow accounted for about 
85 per cent of the gross inflow of 
foreign capital during 1948-60. On 
the other hand, after deducting the 
volume of repatriation, cash transfers 
were negative during the entire period, 
1948-60. 

The reasons for the predominance 
of non-cash forms of foreign invest
ments, in general, are to be found in 
the various factors which have collect
ively determined the low rate of in
ternational private investments in the 
post-War period. Probably, this may 
also be a reflection of certain aspects 
of strategy applied by foreign con

cerns. For instance, in a country 
where national sentiments are strong, 
foreign concerns may consider it oet-
ter not to have cash investments be
cause cash investments are an obvious 
form of investment, thus arousing .an
tagonistic national feelings. 

It w i l l be worthwhile to examine 
the difference in the rate of growth 
of private foreign investments from 
the two major creditor countries of 
India. the United States and the 
United Kingdom. While British in
vestments in India more than doubled 
during 1948-60, American investments 
increased to about 6 times during the 
same period. The two countries, the 
United Kingdom and the United 
States, together have contributed prac
tically the entire increase in private 
foreign investments in India over the 
period, new investments from other 
countries being negligible. It should 
be noted, however, that from 1959 
countries other than United Kingdom 
and the United States have begun to 
make themselves felt in the field of 
private capital in India by contribut
ing a small but slowly increasing vo
lume of capital. Net inflow from these 
countries which stood at a paltry 

figure of Rs 1.8 crores increased to 
Rs 3.3 crores in 1959 and to Rs 5.6 
crores in 1960. 

The rate of British capital inflow 
was generally on the decline upto 
1959 while, on the whole, the perfor
mance of the United States evidenced 
an upward trend. In the three years 
from 1957 to 1959 inflow of American 
investments surpassed that from the 
United Kingdom. The net outflow of 
British capital amounting to Rs 2 
crores in 1958 and the unprecedented 
inflow of British capital to the tune 
of Rs 42.7 crores in 1960 have to be 
explained largely by abnormal flows 
from and to the British petroleum 
companies in India. In part, the pas
sive inflow of British capital in i960 
may be a reflection of the conscious 
attempt on the part of British mono
poly interests to regain some of the 
ground which they had lost to their 
American counterparts. 

Growing Role of the US 

The increasing role of the United 
States in the supply of private foreign 
capital to India is what is to be ex
pected in the light of trends in the 
movements of international private 
capital after the Second World War. 
Before the First World War, the 
United Kingdom was the centre of in-
ternational private capital and London 
acted as the "World's Banker." Br i 
tish overseas investments accounted 
for about 7 per cent of the United 
Kingdom's national income. In 1914 
British investments abroad were of 
the order of 18 bi l l ion dollars which 
was about 5 times the American in 
vestments abroad in the same year.7 

But by 1945, while the United King
dom witnessed a net decrease in her 
overseas investments, the Uni ted 
States "experienced almost a vir tual 
monopoly of private overseas invest
ment."8 

The replacement of the United 
Kingdom by the Uni ted States as the 
main source of international private 
capital is, no doubt, one of the most 
significant developments in internatio
nal economic relationships during the 
last 45 years and particularly after the 

Unwin , London, 1958, p 286. 
World Wars. In the case of India, 
however, this phenomenon showed 
considerable time-lag and was clearly 
reflected in the figures of foreign 
capital inflow into India only in 1957, 
even though the race for supremacy 
had started as early as 1953. 

The fact that such a development 
is not viewed by British private in-
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dustrialists wi th satisfaction was re
flected in the speeches made by Sir 
Norman Kipping, the Director-Genera! 
of the Federation of British Industries, 
during his visit to India. He referred 
to the determination of British inves
tors to "increase the lead" which Br i 
tain enjoys today in respect of the 
volume of outstanding investments in 
India. Present indications are that 
Brit ish investors w i l l t ry to regain 
their lost grounds from American in
vestors and at least match the US ef
forts in the field of international pri
vate investments. And the massive 
British petroleum investments in 1960 
may well be part of this overall strate
gy. 

Disincentives, Not Incentives 

One need not doubt the abili ty of 
British industry to stage a come-back. 
This belief is strengthened by the fact 
that the economy of the United King
dom has recently attained a higher 
level of production than what was an
ticipated. Moreover, the British Gov
ernment has been trying, wi th con
certed efforts, to contain the influence 
of the United States in the under
developed world, particularly in the 
former dependencies of the United 
Kingdom. But such a come-back can
not materialise without the help of 
other countries in Western Europe. 
The success of such an effort, in the 
ultimate analysis, w i l l also depend 
upon the response of Indian industria
lists and the Government of India 
towards Indo-British collaboration. 
The choice of Indian industrialists with 
regard to technology, whether it should 
be British or American, w i l l be an 
important factor. In other words, the 
prospects of the United Kingdom step-
ping up its investments in India sub
stantially in the coming years depend 
not only on the determination of the 
British industrialists but also upon the 
willingness of the Indian industrialists 
to undertake business on lines similar 
to British technology so that collabo
ration becomes feasible. 

It is a simple paradox, generally not 
appreciated, that a policy of increas
ing the private foreign capital inflow 
into India should be a policy of dis
incentives to foreign capital rather 
than a policy of incentives. This para
dox arises from the particular pattern 
of private foreign capita) inflow into 
India. Capital inflow in the form of 
inward cash transfers, obviously, can 
be increased only by giving further in 
centives to foreign capital. But the 
predominant position of re-invested 

profits as a component of foreign 
capital inflow indicates that a policy 
of deterrents might give better results, 
A policy of disincentives w i l l increase 
capital inflow by restricting or prohi
bit ing repatriation and investment in
come transfers. Assuming (i) that the 
present rate of private capital inflow 
into India cannot be stepped up to 
any significant extent through further 
incentives, and ( i i ) that a policy of 
disincentives to private foreign capital 
wi l l not indirectly affect the "pol i t ica l" 
decisions of foreign creditor govern
ments and international agencies, it 
can be shown that a policy of disin
centives wi l l produce better results. 

In comparison to the present aver
age annual net inflow of Rs 20.8 crores 
a policy of disincentives wi l l provide 
larger resources amounting to about 
Rs 24.5 crores per year. This is possi
ble through (i) retaining the present 
rate of re-investments to the tune of 
Rs 14.7 crores per annum, (ii) divert
ing the Rs 24.4 crores per year of in 
vestment income transfers, ( i i i ) pro
hibi t ing the average annual repatria
tion of Rs 11.7 crores, while losing (i) 
the present gross cash inflow of Rs 
4.7 crores and (ii) investments in kind 
to the extent of Rs 21.6 crores per 
year. 

Two Assumptions 

The efficacy of a policy of disin
centives, however, is dependent on the 
two assumptions we have made earlier, 
namely, the stagnation in the rate of 
private foreign capital inflow and the 
absence of any repercussions on the 
availability of public foreign capital. 
But these assumptions in actual prac
tice are not valid. Firstly, it should be 
noted that, since the availability of 
public foreign capital, particularly 
from foreign governments, is more or 
less a function of politics or diplo
macy, the Government's attempts to 
restrict private foreign capital may af
fect adversely the possibility of get-
tit g foreign aid from governments 
which are wedded to private enter
prise. To the extent to which external 
aid is available from socialist coun
tries, however, this consideration does 
not place a l imitat ion. Secondly, the 
possibility that the rate of private 
capital inflow can be increased through 
greater incentives cannot be excluded. 
But the Indian experience in the last 
ten years suggests that the prospects 
of further stepping up the rate of pr i 
vate capital inflow through a policy of 
incentives is not very bright. Even if 
we reject the assumption of complete 

stagnation in the rate of private capi
tal inflow, the assumption of "relative 
stagnation" in the rate of inflow or 
the relative inelasticity of private 
foreign capital inflow (in response to 
incentives) can st i l l be sustained on 
the basis of Indian experience. It fo l 
lows, therefore, that the Government 
of India's policy of giving various in
centives to private foreign capital has 
any real meaning only in terms of the 
repercussions of such a policy on the 
availability of public foreign capital. 
The policy of incentives to the pr i 
vate foreign sector in India is, in 
effect, a policy of ensuring the inflow 
of public funds from foreign govern
ments and international institutions 
which represent the interests of pr i 
vate enterprise. 
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